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Dear Shareholder:

The year 2007 was very challenging for our
company. As compared with the outstanding
financial performances of our company in pre-
vious years, the performance of our company in
2007 was disappointing, and well below the
expectations of our shareholders, management
and Board of Directors. Nevertheless, your Board
of Directors and management are committed to
the goal of this company once again attaining
the status of a high performing financial
institution during 2008.

As you are probably aware, our finance
company subsidiary, Acceptance Loan Company,
was victimized by an extensive internal fraud
that resulted in a loss for ALC during 2007 of
approximately $8.3 million, net of taxes. Begin-
ning in May 2007 and continuing through year-
end, we carried out comprehensive and in-depth
investigations of ALC so as to determine the full
extent of this fraudulent activity and to identify
all individuals who were involved. All employees
identified as participants in this fraudulent activ-
ity are no longer employees of the company.

Many changes have been subsequently
implemented within ALC. The process of
restructuring senior management was begun in
mid-year 2007 and has continued as additional
senior level officers have been added, including a
full-time in-house internal auditor. A new out-
side audit firm has also been retained for ongoing
internal audit review of the company. Several
other changes have been made so as to
strengthen the overall operation of ALC and to
return it to a profitable condition.

First United Security Bank posted a strong
net income of $8.8 million for the year, provid-
ing a solid foundation for overall improvement
going forward. Net income company-wide for the

year was $349,000, after the effect of Acceptance
Loan Company losses.

The company experienced moderate growth
over the past year. Average assets increased 4.0%
to $660.9 million. Deposits, on average, grew
$36.7 million to $479.9 million, while loans also
increased slightly to $449.6 million.

Annual dividends for USBI shareholders
increased for the 19th consecutive year to $1.19
per share. We are very pleased to have continued
this record of providing a strong level of return to
our shareholders through payment of dividends.

Our business will always depend and suc-
ceed on the many relationships we develop with
our customers and the communities we serve. As
fellow shareholders, as well as members of the
Board of Directors, we encourage you to actively
support our company by allowing us to provide
your personal financial needs and by referring
others, so as to allow us to also provide them
with quality financial services.

As previously stated, we are committed to
returning this company to the level of perform-
ance that we have historically provided. Thank
you again for your investment and your support.

Sincerely,

Ji&m; (). ’hm\/wﬁ/(

Hardie B. Kimbrough
Chairman, Board of Divectors

R. Terry Phillips
President and CEO
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UNITED SECURITY BANCSHARES, INC. AND SUBSIDIARIES
SELECTED FINANCIAL DATA

Year Ended December 31,
2007 2006 2005 2004 2003
{In Thousands of Dollars, Except Per Share Amounts)

RESULTS OF OPERATIONS
Interest Income ........ ... . .. S 59983 $ 59219 $ 52,679 $ 49434 § 46,722
Interest Expense ........ ... i 19,464 15,992 11,810 10,369 11,197
NetInterest Income . ... i inn i i e e 40,519 43,227 40,869 39,065 35,525
Provision for Loan Losses . .. .o v oo e e e e 21,152 3,726 3,853 3,724 3,505
Non-Inrterest Income ..o e 5,566 5,621 5,278 5,755 5,724
Non-Interest Expense .. ... i i i 25,804 23,782 23,059 22,045 21,306
Income {Loss) Before Income Taxes . ...................... (871) 21,340 19,235 19,051 16,438
Income Tax Expense (BenefitFrom) .................... ... (1,220) 7,095 5,579 5,920 5,023
Net INCome - ..ot e e e v 5 349 § 14,245 § 13,656 % 13,131 $ 11,415
Net Income Per Share

Basic and Diluted Net Income Per Share ............... S 006 § 224 % 212 % 204 % L7
Average Number of Shares Outstanding . ................... 6,174 6,367 6,428 6,431 6,432
PERICD END STATEMENT OF CONDITION
Total ASSEES .+ v\ ottt e e 5659896 $646,296 $621,483 $586,153 $567,188
Loams, BNel .ottt e e e 427,588 441,574 431,527 396,922 379,736
Deposits ........oi P 478,554 450,062 426,231 400,451 387,680
Long-TermDebt ........ ... ... ... ... 77,518 87,553 89,588 89,637 95,755
Shareholders” Equity . . ..o oo oo 79,569 91,596 87,709 81,913 73,329
AVERAGE BALANCES
Total ASSEUS o ot i et e e e S 660,872 $635,588 $607,837 $582,048 $549,705
Earning ASSets ..o vv ittt e 601,131 578,949 552,846 533,008 511,220
Loans, Net of Unearned Discount ...............cooivn... 449,577 444,094 418,548 391435 365,532
DIEPOSIES « v v vt 479,939 443273 417,666 391,852 372,142
Long-TermDebr....... ... 77,148 84,010 90,715 99,028 100,547
Shareholders’ Equity . . . ..o oo e e 85,648 88,768 85,154 77,623 69,421
PERFORMANCE RATIOS
Net Income ro:

Average Total Assets ............................... 0.05% 2.24% 2.25% 2.26% 2.08%

Average Shareholders’ Equity ............ ... .. .. ... 0.41%  16.05% 16.04% 1692% 16.44%
Average Shareholders’ Equity to:

Average Total Assets .........coieeeiiiinnaan . 12.96%  13.97%  14.01% 1334%  12.63%
Dividend Payout Ratio ... ..., 2,104.78%  47.89%  44.75%  3527%  37.15%




MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATION

Introduction

United Security Bancshares, Inc., a Delaware corporation (“United Security” or the “Company”), is a bank holding
company with its principal offices in Thomasville, Alabama. United Security operates one commercial banking subsidiary,
First United Security Bank (the “Bank™). At December 31, 2007, the Bank operated nineteen banking offices located in
Brent, Bucksville, Butler, Calera, Centreville, Coffeeville, Columbiara, Fulton, Gilbertown, Grove Hill, Harpersville, Jack-
son, Thomasville, Tuscaloosa, and Woodstock, Alabama. Its marker area includes Clarke, Choctaw, Bibb, Shelby,
Tuscaloosa and portions of Marengo, Sumter, Washington, Wilcox, Chilton, Hale, Monroe, Perry and Jefferson Counties in
Alabama, as well as Clarke, Lauderdale, and Wayne Counties in Mississippi.

United Security is alse the parent company of First Security Courier Corporation {“FSCC"), an Alabama corporation.
FSCC is a courier service organized to transport items for processing to the Federal Reserve for companies located in
Southwest Alabama.

The Bank owns all of the stock of Acceptance Loan Company, Inc. (“ALC"), an Alabama corporation. ALC is a
finance company organized for the purpose of making and purchasing consumer loans. ALC has wwenty-five offices located
in Alabama and Southeast Mississippi. The headquarters of ALC is located in Jackson, Alabama. The Bank is the funding
source for ALC.

The Company’s sole business is banking; therefore, loans and investments are its principal sources of income. The Bank
contributed approximately $8.9 million to consolidated net income in 2007, while ALC generated a loss of approximarely
$8.3 million, net of tax. The loss experienced at ALC was due to loan irregularities discovered in 2007. For more
information related to these loan irregularities, see the section titled, “Irregularities at Acceptance Loan Company, Inc.”
The Bank provides a wide range of commercial banking services to small and medium-sized businesses, real estate devel-
opers, property managers, business executives, professionals and other individuals.

FUSB Reinsurance, [nc. (“FUSB Reinsurance”), an Arizona corporation and wholly-owned subsidiary of the Bank,
reinsures or “underwrites” credit life and credit accident and health insurance policies sold to the Bank’s and ALC’s
consumer loan customers. FUSB Reinsurance is responsible for the first level of risk on these policies up to a specified
maximum amount, and a primary third-party insurer retains the remaining risk. The third-party insurer is also responsible
for performing most of the administrative functions of FUSB Reinsurance on a contrace hasis.

R2Metrics, Inc. (“R2ZMetrics”), an Alabama corporarion and wholly-owned subsidiary of the Bank, was incorporated in
April 2007. RZMerrics provides investment and asset and liability management software, analytics, and consulting services
for the Bank as well as other clients. The company is headquartered in Birmingham, Alabama.

At December 31, 2007, United Security had consolidated assets of $660.0 million, deposits of $478.6 million, and share-
holders’ equity of $79.6 million. Total assets increased by $13.6 million, or 2.1%, in 2007. Net income decreased from $14.2

million in 2006 to $349,000 in 2007, primarily due to losses suffered at ALC. Net income per share decreased from $2.24 in
2006 ro $0.06 in 2007.

Delivery of the best possible services to customers remains an overall operational focus of the Bank. We recognize that
attention to details and responsiveness to customers’ desires are critical to customer satisfaction. The Company continues to
employ the most current technology, both in its financial services and in the training of its 283 full-time employees, o
ensure customer satisfaction and convenience.

The following discussion and financial information are presented to aid in an understanding of the current financial
position and results of operations of Unired Security, and shoutd be read in conjunction with the Audited Consolidared
Financial Statements and Notes thereto included herein. The emphasis of this discussion will be on the years 2007, 2006,
and 2005. All yields presented and discussed herein are based on the accrual basis and not on the tax-equivalent basis,
unless otherwise indicated.

Forward-Looking Statements

This Annual Report, annual and periodic reports fited by United Security and its subsidiaries under the Securities and
Exchange Act of 1934, as amended, and any other written or oral statements made by or on behalf of United Security may
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include “forward-looking statements,” within the meaning of the Private Securities Lirigation Reform Acr of 1995, that
reflect United Security's current views with respect to future events and financial performance. Such forward-looking
statements are based on general assumptions and are subject to various risks, uncertainties and other factors that may cause
actual results to differ materially from the views, beliefs and projections expressed in such statements. These risks,
uncertainties and other factors include, but are not limited to:

1. Possible changes in economic and business conditions that may affect the prevailing interest rates, the prevailing
rates of inflation, or the amount of growth, stagnation, or recession in the global, U.S., Alabama and Mississippi
economies, the value of investments, the collectibility of loans and the ability to retain and grow deposits;

2. DPossible changes in monetary and fiscal policies, laws and regulations, and other activities of povernments,
agencies and similar organizations;

3.  The effects of easing of restrictions on participants in the financial services industry, such as banks, securities
brokers and dealers, invesrment companies and finance companies, other potential regulatory changes, and
attendant changes in patterns and effects of competition in the financial services industry;

4. The ability of United Security ro achieve its expected cperating results including the continued growth of the
markets in which United Security operates consistent with recent historical experience and United Security’s
ability to expand into new markets and to maintain profit margins; and

5.  Recently, the residential mortgage market in the United States has experienced a variety of worsening economic
conditions that may adversely affect the performance and market value of United Security residential construction
and mortgage loans. Across the United States, delinquencies, foreclosures and losses with respect to residential
construction and mortgage loans generally have increas:d in recent months and may continue 10 increase. In
addition, in recent months, housing prices and appraisal values in many states have declined or stopped
appreciating; after extended periods of significant appreciation, housing values may remain stagnant or decline in
the near term. An extended period of flat or declining housing values may result in increased delinquencies and
losses on residential construction and mortgage loans.

In addition, United Security’s business is subject to a number cf general and market risks that would affect any forward-
looking statements.

»o

The words “believe,” “expect,” “anticipate,” “project,” and similar expressions, signify forward-looking statements.
Readers are cautioned not to place undue reliance on any forward-looking statements made by or on behalf of United Secu-
rity. Any such statements speak only as of the date such statement; were made, and United Security undertakes no obliga-
tion to update or revise any forward-looking statements.

Irregularities at Acceptance Loan Company, Inc.

As a tesult of internal procedures of the Company, evidence was discovered during the second quarter of 2007 suggest-
ing irregularities in certain loan transactions within ALC, a subsidiary of the Company. The irregularities have been identi-
fied to be primarily related to four out of the twenry-five ALC Dranches and were largely related to {a) the making of
improper or fraudulent loans, (b) techniques used to conceal delinquent loans, {c) the improper or fraudulent handling of
repossessed automobiles and (d) the inflation of appraisals on certain real estate collateral. The Company, under the direc-
tion of the Audit Committee, has conducted an internal investigation relating to these irregularities with the assistance of
outside legal counsel, as well as an outside forensic accounting firm. The internal investigation is substantially complete.

As a result of the investigation, the results of operations for the year ended December 31, 2007, include a charge-off of
loans and a wrire down of real estare collateral values relating to the irregularities of $12.5 million in ALC's loan and other
real estate portfolio. These losses reduced the net income of the Company by $8.3 million, net of tax benefit, or $1.34 per
basic and diluted share for the year ended December 31, 2007. The Company helieves that it will not need to make any
additional loan loss provision related to these irregulatities; however, no assurance can be given that any additional loss
provision will not be required in the future relating ro the irregularities. In addition to these losses, the Company has
incurred a substanrial amount of legal, accounting and associated expenses relating o the investigation of these irregu-
larities, which expenses are reflected in the Company’s non-interest expense balance for the year ended December 31, 2007.
The Company expects to incur additional legal and accounting expenses relating to the irregularities during 2008, although
on a smaller scale.
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It has been determined that rthe irregularities were limited to one district of the ALC branch system and were primarily
related to four of the branches wirthin that district. The branch managers previously employed at these four branches, the
district manager who had been supervising the district in question, and the former CEO of ALC are no longer employed at
ALC. Although there is the potential for insurance recovery and recoveries from civil actions, the amounts and timing of
such recoveries cannot be estimated at this time. The Company plans to vigorously pursue available avenues of recovery for
these losses, including insurance and civil claims.

Since the discovery of the loan irregularities at ALC, internal controls have been revised and additional policies and
procedures have been implemented. An in-house internal auditor has been hired by ALC, who reports to the newly formed
audit committee. A loan committee was established to help oversee the lending function. With the assistance of the loan
committee, the loan policy has been revised and implemented, with continued training a prioriry.

Critical Accounting Policies and Estimates

The preparation of the Company’s financial statements requires management to make subjective judgments associated
with estimates. These estimates are necessary to comply with accounting principles generally accepted in the United States
and general banking practices. These areas include accounting for the allowance for loan losses, derivatives, deferred income
taxes, and supplemencal compensation benefits agreements.

The Company maintains the allowance for loan losses at a level deemed adequate by management to absorb possible
losses from loans in the portfolio. In determining the adequacy of the allowance for loan losses, management considers
nutnetous factors, including but not limited to management’s estimate of future economic conditions, the financial con-
dition and liguidity of certain loan customers, and collateral values of property securing certain loans. Because these factors
and others involve the use of management’s estimation and judgment, the allowance for loan losses is inherently subject to
adjustment at future dates. Unfavorable changes in the factors used by management to determine the adequacy of the
allowance, including increased loan delinquencies and subsequent charge-offs, or the availability of new information, could
require additional provisions, in excess of normal provisions, to the allowance for loan losses in future periods.

Both fair-value and cash-flow hedges require assumptions related to the impact of changes in interest rates on the fair
value of the derivative and the item being hedged. These assumptions are documented at inception to demonstrate effective
hedging of the designated risk. If these assumptions do not accurately reflect future changes in the fair value, the Company
may be required to discontinue the use of hedge accounting for a derivative. This change in accounring trearment could
affect current petiod earnings.

Management’s determination of the realization of a deferred tax asset is based upon management’s judgment of various
future events and uncertainties, including the timing and amount of future income earned by subsidiaries and the
implementation of various tax planning strategies to maximize realization of the deferred tax asset. Management believes
that the subsidiaries will be able ro generate sufficient operating earnings to realize the deferred tax benefits. As manage-
ment periodically evaluates the ability of the Bank to realize the deferred tax asset, subjective judgments are made that may
impact the resulting provision for income tax.

The Company and the Bank have entered into supplemental compensation benefits agreements with the directors and
certain executive officers. The measurement of the liability under the agreements includes estimates involving life expect-
ancy, length of time before retirement and the expected returns on the Bank-owned life insurance policies used to fund the
agreements. Should these estimates prove materially wrong, the cost of the agreements could change accordingly.




Summary of Operating Resuits

Year Ended December 31,
2007 2006 2005

{ln Thousands of Dollars)
Total Interest INCOME . . . oottt e e e e e $59,983 $59,219 $52,679
Total Interest EXpense ... ..o 19464 15992 11,810
Net Inrerest INCOmMe . . ..o i i e e 40,519 43,227 40,869
Provision for Loam Losses . . . oo ottt e e e e e e 21,152 3,726 3,853
Net Interest Income After Provision for Loan Losses .. ... ... ... .. . .. 19,367 39,501 37,016
Non-Interest INCOme . ..o oot i e e e e 5,566 5,621 5,278
Non-Interest EXpense . . ..ottt et e s 25,804 23,782 23,059
{Loss) Income Before Income Taxes .. ..o vv i it ettt e e (871) 21,340 19,235
Applicable Income Tax Expense, (Benefit} ....... ... ... i (1,220 7,095 5,579
Nt INCOMIE - - o o et et e e e e e § 349 $%14.245 $13,656

Net Interest Income

Net interest income is an effective measurement of how well management has matched interest-earning assets and
interest-bearing liabilities and is the Company’s principal source of income. Fluctuations in interest rates marerially affect
net interest income.

Net interest income declined 6.3% to $40.5 million in 2007, compared to an increase of 5.8% and 4.6% in 2006 and
2005, respectively. The decline in net interest income in 2007 is due to a decline in non-interest and lower interest-bearing
deposits as compared to higher interest-bearing deposits. Demand deposirs, savings, and money market volume decreased by
4.6%, while certificates of deposit increased 18.6%.

The Company'’s loan portfolio declined by $14.0 million, or 3.2%, during 2007. However, taxable investments
increased by $24.8 million, or 20.7%.

QOverall, volume, rate and yield changes in interest-earning assets and interest-bearing liabilities contributed o the
decline in net interest income. The Company's average earning assets increased $22.2 million, or 3.8%, while average
interest-bearing liabilities increased $32.7 million, or 7.1%. Thus, growth of average interest-bearing liabilities outpaced
growth in average earning assets by $10.6 million during 2007.

The Bank’s ability to produce net interest income is measured by a ratio called the interest margin. The interest margin
is net interest income as a percent of average earning assets. The interest margin was 6.7% in 2007, 7.5% in 2006, and 7.4%

in 2005.

Interest margins are affected by several factors, one of which is the relationship of rate-sensitive earning assets to rate-
sensitive interest-bearing liabilities. This factor determines the effect thar fluctuating interest rates will have on net interest
income. Rate-sensitive earning assets and interest-bearing liabilities are those which can be repriced to current market rates
within a relatively short time. The Bank’s objective in managing interest rate sensitivity is to achieve reasonable stability in
the interest margin throughout interest rate cycles by maintaining the proper balance of rate-sensitive assets and interest-
bearing liabilities. For further analysis and discussion of interest rate sensitivity, refer to the section entitled, “Liquidity and
Interest Rate Sensitivity Management.”

An additional factor that affects the interest margin is the interest rate spread. The interest rate spread measures the
difference between the average yield on interest-earning assets and the average rate paid on interest-bearing liabilities. This
measurement is a more accurate reflection of the effect market interest rate movements have on interest rate-sensitive assets
and liabilities. The interest rate spread was 6.1% in 2007, 6.8% in 2006, and 6.9% in 2005. The average amount of interest-
bearing liabilities as noted in the table, “Yields Earned on Average Interest-Earning Assets and Rates Paid on Average
Interest-Bearing Liabilities,” increased 7.1% in 2007, while the average rate of interest paid increased from 3.6% in 2006 to
3.9% in 2007. Average interest-carning assets increased 3.8% in 2007, while the average yield on earning assets decreased
from 10.2% in 2006 to 10.0% in 2007.



The percentage of earning assets funded by interest-bearing liabilities also affects the Bank’s interest margin. The
Bank's earning assets are funded by interest-bearing liabilities, non-interest-bearing demand deposits, and shareholders'
equity. The net return on earning assers funded by non-interest-bearing demand deposits and shareholders’ equity exceeds
the net return on earning assets funded by interest-bearing liabilities. The Bank maintains a relatively consistent percenrage
of earning assets funded by interest-bearing liabilities. In 2007, 82.6% of the Bank's average earning assets were funded by
interest-bearing liabilities as opposed to 80.1% in 2006 and 80.9% in 2005.

Yields Earned on Average Interest-Earning Assets and

Rates Paid on Average Interest-Bearing Liabilities

December 31,
2007 2006 2005
Average Yield/  Average Yield/  Average Yield/
Balance Interest Rate %  Balance Interest Rate %  Balance Interest Rate %
{In Thousands of Doflars, Except Percentages)
ASSETS
Interest-Earmning Assets:
Loans (Note A) ......................... $449,577  $52,317  11.64% $444,094 $52,630 11.85% $418,548 $46914 11.21%
Taxable Investments ..................... 135,400 6,934 5.12% 118,136 5,829 4.93% 114,905 4,894 4.26%
Non-Taxable [nvestments ................. 16,152 132 4.53% 16,719 760 4.55% 19,393 871 4.49%
Fedeml Funds Sold ....... ... ... ... ... .. 2z 0 0.00% 0 0 0.00% 0 0 0.00%
Total Interest-Earning Assets ... ... 601,131 39,983 9.98% 578,949 59,219 10.23% 552,846 52,679 9.53%
Non-Inrerest-Earning Assets:
Other Assets . ..., 59,741 56,639 54,991
Total ..o e $660,872 $635,588 $607,837
LIABILITIES AND SHAREHOLDERS EQUITY
[nterest-Bearing Liabilities:
Pemand Deposits .. ....... ... L 375873 § o031 0.83% $ 78396 $ 642 0.87% $ 80295 % 638 0.79%
Savings Deposits ..........ooiviin e in 47,721 305 1.06% 52,487 497 0.95% 37,246 539 0.94%
Time Deposits . . ..o v e i e 291,873 14,361 4.92% 246,199 10,553 4.29% 217,888 6,985 3.21%
Borrowings ...... ..o 81,188 3.967 4.89% 86,825 4,300 4.95% 91,959 3,648 3.97%
Total Interest-Bearing Liabilities . ... 496,655 19,464 3.92% 463,907 15,992 3.45% 447,388 11,810 2.64%
Non-Interest-Bearing Liabilities:
Demand Deposits ... .oovvnini i, 64,472 66,191 62,237
Orher Liabilities .. ....................... 14,097 16,722 13,058
Shareholders’ Equity ... ...... ...l 85,648 88,768 85,154
Total ... $660,872 $635,588 $607,837
Net Interest Income (Note B) .................. $40,519 $43,227 $40,869
Net Yield on Interest-Eamning Assets ... .......... 6.74% 1.47% 1.39%
Note A — For the purpose of these computations, non-accruing loans are included in the average loan amounts outstanding, These loans amounted tw

$3,555,400, $6,858,270, and $3,662,303 for 2007, 2006, and 2003, respectively,
Note B — Loan fees of $3,837,409, $3,496,765, and $3,205,322 for 2007, 2006, and 2005, respectively, are included in interest income amounts above.




Changes in Interest Earned and Interest Expense Resulting from
Changes in Volume and Changes in Rates
The following table sets forth the effect which varying levels of interest-earning assets and interest-bearing liabilities

and the applicable rates had on changes in net interest income for 2007 versus 2006, 2006 versus 2005 and 2005 versus
2004.

2007 Compared to 2006 2006 Compared to 2005 2005 Compared to 2004
Increase (Decrease) Increase (Decrease) Increase {Decrease)
Due to Change In: Due to Change In: Due to Change In:
Average Average Average
Volume Rate Net Volume Rate Net Volume Rate Net

{In Thousands of Dollars)
Interest Earned On:

Loans ........ ... ... ..., $ 650 % (963) § (313) $2,863 $2.853 $5,716 $3,009 § 467 $3.476
Taxable Investments ......... 852 252 1,104 138 797 935 (275} 104 (171}
Non-Taxable Investments ... .. {26) (2) (28) (120) 9 {lil) (31) (28) {59)
Total Interest-Earning
Assets ..., 1,476 (713) 763 2,881 3,659 6,540 2,703 543 3,246
Interest Expense On:
Demand Deposits ............ (21) 10 {11 (15) 19 4 28 101 129
Savings Deposits ............. (45) 53 8 (45) 3 {42) 39 58 97
Time Deposits . .............. 1,958 1,85¢ 3,808 09 2,659 3,568 145 1,239 1,384
Other Borrowings ............ (279) (54) (333) (204} 856 652 (340) 171 {169)
Total Interest-Bearing
Liabilities ............ 1,613 1,859 3472 645 3,537 4,182 (128) 1,569 1,441
{Decrease) Increase in Net Inrerest
Income ................. ..., $ (137} $(2,572) $(2,709) $2,236 $ 122 $2,358 $2,831 $(1,026) $1,805

Provision for Loan Losses

The provision for loan losses is an expense used to establish the allowance for loan losses. Actual loan losses, net of
recoveries, are charged directly to the allowance. The expense recorded each year is a reflection of actual net losses experi-
enced during the year and management’s judgment as to the adequacy of the allowance to absorb losses inherent 1o the port-
folio. Charge-offs exceeded recoveries by $20.3 million during the year, and a provision of $21.2 million was expensed for
loan lasses in 2007, compared to $3.7 million in 2006 and $3.9 million in 2005. Net charge-offs at the Bank were $1.6 mil-
lion as of December 31, 2007, and $0.7 million at December 31, 2006. ALC had net charge-offs of $18.7 million at
December 31, 2007, compared to $3.1 million ar December 31, 2005. The large increase in net charge-offs and the provision
for loan losses are both attributable to losses sustained as a result of the loan irregulatities at ALC. See the section titled,

“Itregularities at Acceptance Loan Company, Inc.” Net charge-ofis as a percentage of average loans were 4.53%, 0.85%,
0.77%, and 0.90% for the years ended December 31, 2007, 2006, 2005, and 2004, respectively.

The ratio of the allowance to loans net of unearned income at December 31, 2007, was 1.96%. For additional
information regarding the Company's allowance for loan losses, see “Loans and Aliowance for Loan Loss.”




Non-Interest Income
The following table presents the major components of non-interest income for the years indicated.

Year Ended December 31,
2007 2006 2005

(In Thousands of Doellars)
Service Charges and Other Fees on Deposit Accounts . ... ... ... ... i i, $3,280 $3,147 $2,941
Credit Insurance Commissions and Fees ... ... i 700 826 770
Bank-Owned Life INSUINCE . ..ottt et e e e e e e e e e 476 443 419
Investment Security (Losses) Gains, Net ... ... oo e (107 0 (37
OEREr NGO .« v ottt et s e e e e e e et e e e e e e e e e e 1,217 1,205 1,185
Total Non-Interest INCome . .. .ttt e e e $5,566 $5,621 $5,278

Total non-interest income decreased $55,000, or 1.0% in 2007. This compares to an increase of 6.5% in 2006 and a
decrease of 8.3% in 2005. One factor contributing to the decrease in 2007 was a $126,000, or 15.3%, decline in credit
insurance commissions and fees, which are generated through the Bank’s subsidiary, FUSB Reinsurance. The reason for the
decline is due to a decrease in demand and the retirement of the Bank’s top producers of this product. Efforts are being made
to stimulate sales of credit insurance at the Bank.

Non-recurring items of non-interest income include securities gains and losses. Net losses resulting from securities sold
amounted to $2,000 in 2007, and $37,000 in 2005. No gains or losses were recognized in 2006. In 2007 the Bank recognized
an impairment write-down of $105,000 related to the investment in a preferred stock. Income generated in the area of secu-
rities gains and losses is dependent on factors that include investment portfolio strategies, interest rate changes and the
short, intermediate, and long-term outlook for the economy.

Service charges and other fees on deposit accounts increased $133,000, or 4.2%, during 2007, compared ro a 7.0%
increase in 2006 and a decrease of 9.7% in 2005. The 2007 increase is due to increases in customer overdrafts and accounts
with non-sufficient funds.

Earnings from the Company’s bank-owned life insurance policies increased $33,000, or 7.4%, during 2007, compared to
an increase of 5.7% in 2006 and 13.2% in 2005. These policies were established in 2002 to assist in funding the Bank's sup-
plemental compensation benefit agreements with directors and certain executive officers.

Other income includes fee income generated from other banking services such as letters of credit, ATM’s, debit and
credit cards, check cashing, and wire transfers. Other income increased $12,000, or 1.0%, in 2007, compared to an increase
of 1.7% in 2006 and a decrease of 3.4% in 2003.




Non-Interest Expense

The following table presents the major components of non-interest expense for the years indicated.

Year Ended December 31,
2007 2006 2005
. (In Thousands of Dollars)
Compensation and Benefits ... ... i e $13,508 $14,426 314,146
D CUDANCY « o ot vttt e e 1,943 1,696 1,352
Furniture and Equipment .. ... e 1,397 1,364 1,338
Impairment on Limited Partnerships . ... ... . o 109 240 357
Legal, Accounting and QOther Professional Fees ... .............. ... ... ... ... ... 2,304 861 802
Stationary and Supplies . . ..o 593 542 531
TelephonefCommunication . ... .......i i e 648 629 419
AdVertising . ...ttt 373 284 330
Collection and Recovery . ... .o 387 294 289
Write-Down Other Real Estate . ....... . .. i i e e 799 60 68
Other .. 3,743 3,386 3,217
Total Non-Interest EXPense . ... ..ottt $25,804 $23,782 $23,059
Efficiency Ratio ... ... o i e 56.0% 48.7%  50.0%
Total Non-Interest Expense to Average Assers ............. ... .. ......ooiiii. .. 3.9% 3.7% 3.8%

Non-interest expense incteased $2.0 million, or 8.5%, to $25.8 million in 2007, from $23.8 million in 2006.
Non-interest expense increased 3.1% in 2006 and 4.6% in 2005. The increase in 2007 is largely due to a $1.4 million
increase in the legal and accounting expenses incurred due to the ALC loan irregularities. The legal and accounting expense
increase represents 71.4% of the total non-interest expense increase. However, even with the increase, the ratio of
non-interest expense to average assets remained stable during 2007 ar 3.9%, compared to 3.7% in 2006 and 3.8% in 2005.

Tortal compensation and benefits decreased $918,000, or 6.4%, in 2007, compared to an increase of 2.0% in 2006 and
9.1% in 2005. The decrease in 2007 is due mainly to decreased incentive awards and officer retirements. Incentive awards
declined to $928,000, a 49.1% decrease, from $1.9 million in 2006, because the Bank failed to meet all of its performance
objectives, and no incentives were awarded to ALC personmnel for 2007. The Bank also experienced the retirement of four
long-term officers during the first half of 2007. These officers were primarily replaced by promotions from within the Bank's
staff. The Bank’s health insurance plan increased 8.6%, to $1.0 million, and was offset by a 2.2% decrease in the Company’s
sponsored emplayee stock ownership plan with 401(k) provisions. At December 31, 2007, and 2006, the Company had 286
full-time equivalent employees compared to 282 in 2005.

Occupancy expense increased over the past three years due to continued branch expansion by the Bank, branch reno-
vations, and the effects of inflation on routine expenditures. Occupancy expense includes tents, depreciation, utilities,
maintenance, insurance, taxes and other expenses associated with mainraining the nineteen banking offices and twenty-five
ALC finance company offices. The Company utilizes both acquired and leased space in operating these locations. The Bank
owns all of its banking offices with the exception of the Columbiana office, which is leased. Seven of the Bank’s branch
offices were renovated or had some major repairs in 2007. All ALC offices are leased (costs associated with operating lease
agreements can be reviewed in detail in Note 17, “Operating Leases,” in the “Notes ro Consolidated Financial Statements”
included in this Annual Report). Occupancy expense increased by 14.6%, 9.3%, and 3.6% for each of the years ended
December 31, 2007, 2006, and 2003, respectively.

Furniture and equipment expense increased 2.4% in 2007, compared to 1.9% in 2006, and decreased 2.4% in 2005.

The Bank invests in limited partnerships that operate qualified affordable housing projects. These partnerships receive
tax benefits in the form of tax deductions from operating losses and tax credits. Although the Bank accounts for these
investtnents utilizing the cost method, management analyzes the Bank’s investments in limited partnerships for potential
impairment on an annual basis. The investment balances in these partnerships were $2.0 million at December 31, 2007 and
2006, and $2.2 million in 2005. Losses in these investments amounted to $109,000, $240,000, and $357,000 for 2007, 2006,
and 2005, respectively.
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Provision for Income Taxes

The Company recorded an income tax benefit of $1,219,829 during the year ended December 31, 2007, as compared to
an income tax expense of $7,095,281 and $5,579,032 for the years ending December 31, 2006 and 2005, respectively. The
income tax benefit recorded during 2007 resulted from significant loan losses and related expenses recorded by ALC. The
effective tax rate for 2007 was also affected by the amount of nontaxable income and low income housing tax credits
recotded in 2007 as compared to 2006 and 2005. Management projects that the effective income rate in the near future will
be approximately 33% of pre-tax income. The calculation of the income tax provision requires the use of estimates and
judgments of management. As part of the Company’s overall business strategy, management must take into account tax law
and regulations that apply to specific tax issues faced by the Company in each year. This analysis includes an evaluation of
the amount and timing of the realization of income tax assets or liabilities. Management closely monitors rax developments
and evaluates the effect they may have on the Company’s overall tax position. A more detailed discussion of the Company’s
provision for income taxes is included in Note 11, “Income Taxes,” in the “Nortes to Consolidated Financial Statements.”

Loans and Allowance for Loan Loss

Total loans outstanding decreased by $13.1 million in 2007 with a loan portfolio totaling $436.1 million as of
December 31, 2007. For 2007, on an average basis, loans represent 74.8% of the Company’s earning assets and provide
87.2% of the Company's interest income.

Real estate loans increased 2.5% to $319.7 million in 2007. The Company’s real estate loan portfolio is comprised of
construction loans to both businesses and individuals for commercial and residential development, commercial buildings
and apartment complexes, with most of this activity being commercial. Real estate loans also consist of other loans secured
by real estate, such as one-to-four family dwellings, including mobile homes, loans on land only, mulri-family dwellings,
non-farm, non-residential real estate and home equity loans. As in previous years, quality real estate lending continues to be
a priority of the Company's lending team and management. Real estate loans remain the largest component of the Compa-
ny’s loan portfolio comprising 73.3% of total loans outstanding.

Consumer loans represent the second largest component of the Company’s loan portfolio. These loans include loans to
individuals for household, family, and other personal expenditures, including credit cards and other related credit plans.
Consumer loans at December 31, 2007, totaled $82.5 million, compared to $109.6 million the prior year. This represents a
24.8% decline. Consumer loans at ALC declined $20.1 million, representing 74.0% of the total decline. The decline at
ALC resulted from increased charge-offs as a result of the loan irregularities which occurred in the northern district of ALC.
Tighter underwriting standards and enhanced controls pur in place as a result of the irregularities also contributed to the
decline in consumer loans at ALC.

Commercial, financial and agricultural loans increased by 16.4% during 2007 to $40.6 million at December 31, 2007.
The majority of this growth was in tax-exempt loans to municipalities and counties, which increased $3.5 million over
year-end 2006.

The allowance for loan losses is maintained at a level, which, in management’s judgment, is adequate to absorb credit
losses inherent in the loan portfolio. The amount of the allowance is based on management’s evaluation of the collectibility
of the loan portfolio, including the nature of the portfolio and changes in its risk profile, credit concentrations, historical
trends, and economic conditions. This evaluation also considers the balance of impaired loans. Losses on individually
identified impaired loans are measured based on the present value of expected future cash flows discounted at each loan’s
original effective market interest rate. As a practical expedient, impairment may be measured based on the loan's observable
marker price or the fair vatue of the collareral if the loan is collateral dependent. When the measure of the impaired loan is
less than the recorded investment in the loan, the impairment is recorded through the provision added to the allowance for
loan losses. Large pools of smaller balance, homogeneous loans are subjected to a collective evaluation for impairment, con-
sidering delinquency and repossession statistics, historical loss experience, and other factors. Though management believes
the allowance for loan losses to be adequate, taking into consideration the views of regulators and the current economic
environment, there can be no assurance that the allowance for loan losses is sufficient and ultimate losses may vary from
their estimates. However, estimates are reviewed periodically, and as adjustments become necessary, they are reported in
earnings during periods they become known.

The Bank’s loan policy requires immediate recognition of a loss if significant doubt exists as to the repayment of the
principal balance of a loan. Consumer installment loans at the Bank and ALC are generally recognized as losses if they
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become 120 days delinquent. Exceptions are made particularly in loans that are secured by real estate and the borrower is in
a repayment plan under the bankruptey statutes. As long as these loans are paying in accordance with the bankruptey plan,
they are not charged-off.

A credit review of the Bank's individual loans is conducted periodically by branch and by loan officer. A risk rating is
assigned 1o each loan and is reviewed at least annually. In assigning risk, management takes into consideration the capacity
of the borrower to repay, collateral vaiues, current economic conditions and other factors. Management also monitors the
credit quality of the loan portfolio through the use of an outside comprehensive loan review.

Loan officers and other personnel handling loan transactions undergo frequent training dedicated to improving the
credit quality as well as the yield of the loan portfolio. The Bank utilizes a written loan policy, which attempts to guide lend-
ing personnel in applying consistent underwriting standards. This policy is intended to aid loan officers and lending person-
nel in making sound credit decisions and to assure compliance with state and federal regulations. The Bank’s loan policy is
reviewed, at a minimum, on an annual basis to ensure timely modifications to the Bank’s lending standards.

ALC's management oversees its loan portfolio through a loan committee, comprised of members of ALC’s Board of
Directors and ALC's district and office managers. 1t is aided by a formal loan policy, which has been revised and expanded
as a direct result of the loan irregularities that occurred in the northern district of ALC. Other changes in ALC’s organiza-
tional structure were made during 2007 to increase the number of personnel supervising ALC's operations. A new position
of Chief Operaring Officer (“COX)"), who will report to the Chief Executive Officer of ALC, was created. At the present
time, management is evaluating applicants for this important position and expects to fill it soon. The individual twenty-five
branches are supervised by three district managers, who will report to the ALC COQO.

The following table shows the Company's loan distribution as of December 31, 2007, 2006, 2005, 2004, and 2003.

Year Ended December 31,
2007 2006 2005 2004 2003

{In Thousands of Dollars)
Commercial, Financial, and Agricultural .................... $ 40,648 $ 34933 § 38,981 $ 33,443 % 34,365
Real Bstate ... .ot e e 319,665 311,989 299,140 276,698 265,443
Installment (Consumer) . ..... ... 82,483 109,643 108,022 100,605 93,560
Less: Uneamned Interest, Commissions, and Fees .............. 6,673 7,326 6,922 6,763 1,290
Total o o e $436,123 $449,239 $439,221 $403,983 $386,578

The amounts of total loans {excluding installment loans) ouwtstanding at December 31, 2007, which, based on the
remaining scheduled repayments of principal, are due in (1) one year or less, (2} mote than one year but within five years,
and (3} more than five years, are shown in the following table.

Maturing
After One
Within but Within  After Five
One Year  Five Years Years Total
{ln Thousands of Dollars)
Commercial, Financial, and Agricultural ........... ... ... .. ... ... $ 30982 $ 8322 % 1,344 % 40,648
Real Estate-MOrtgage . . ..ottt e 149,627 79,301 90,737 319,665
Total .o e $180,609 $R87.623 $92,081 $360,313

Variable rate loans totaled approximately $81.5 million and are included in the one-year category.

Non-Performing Assets

Accruing loans past due 90 days or more at December 31, 2007, totaled $5.2 million. These loans are secured, and,
taking into consideration the collateral value and the financial strength of the borrowers, management believes there will be
no lass in these accounts and has allowed the loans to continue accruing.

Impaired loans totaled $15.7 million, $7.3 million, and $5.7 million as of December 31, 2007, 2006, and 2005,

respectively. Impaired loans at December 31, 2007, consist mainly of ten commercial real estate loans and one commercial
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loan. Based on management’s analysis, these loans are considered impaired based on current collateral values. There was
approximately $1,624,648, $847,676 and $816,283 in the allowance for loan losses specifically allocated to these impaired
loans at December 31, 2007, 2006, and 2003, respectively. The average recorded investment in impaired loans for 2007,
2006, and 2005 was approximately $8.8 million, $6.9 million, and $2.5 million, respectively.

Non-performing assets as a percentage of net loans and other real estate was 4.8% at December 31, 2007, compared to
2.4% at December 31, 2006. This increase is due to an increase in real estate acquired in settlement of loans of $9.8 million
and loans past due 90 days or more of $3.2 million, which are offset by a decrease of $2.1 million in loans on non-accrual.
Other real estate acquired as of December 31, 2007, consists of eight residential properties and eight commercial properties
totaling $6.7 million at the Bank and eighty-three residential properties totaling $4.5 million at ALC. The increase at the
Bank is due mainly to two large commercial properties totaling $4.8 million. The increase at ALC is a result of the loan
irregularities which occurred in the northern district of ALC and the adverse impact of the housing slowdown on this por-
tion of the loan portfolio. Management is making considerable efforts to dispose of these properties in a timely manner, but
the apparent slowdown in the housing market will have a negative impact on this process. Management believes by closely
monitoring these loans, and through aggressive collection efforts, non-performing assets can be reduced. Management
reviews these loans and reports to the Board of Direcrors monthly. Loans past due 90 days or more and still accruing are
reviewed closely by management and are allowed to continue accruing only when underlying collateral values and manage-
ment’s belief that the financial strength of the borrowers are sufficient to protect the Bank from loss. If at any time
management determines there may be a loss of interest or principal, these loans will be changed to non-accrual and their
asset values downgraded.

The following table presents informarion on non-performing loans and real estate acquired in settlement of loans.

December 31,
2007 2006 2005 2004 2003
(In Thousands of Dollars)

Non-Performing Assets:

Loans Accounted for on a Non-Accrual Basis .................... $ 5253 $ 7318 $5662 %1496 $1,879
Accruing Loans Past Due 90 DaysorMare ............. ... ..t 5,240 2,033 1,203 619 382
Real Estare Acquired in Settlement of Loans ..................... 11,156 1,318 1,750 1,664 2,608
Total o e $21,649 $10,669 $8,615 $3,779 $4,869
Non-Performing Assets as a Percent of Net
Loans and Other Real Estate .. .. ... .. ... .. ... i, 484%  2.37% 1.95% 093% 1.26%

Summarized below is information concerning income on those loans with deferred interest or principal payments result-
ing from deterioration in the financial condition of the borrower.

December 31,
2007 2006 2005
(In Thousands of Dollars)

Toral Loans Accounted for ona Non-Accrual Basis . ....... . i, $5.253 $7.318 $5,662
Interest Income that Would Have Been Recorded Under Original Terms .. ... .oooait 501 874 701
Interest Income Reported and Recorded During the Year ... ... oov oot 170 186 49

Accrual of interest is discontinued on a loan when management believes, after considering economic and business
conditions and collection efforts, the borrower's financial condirtion is such that collection of interest is doubtful. In addi-
tion to consideration of these factors, the Company has a consistent and continuing policy of placing all loans on
non-accrual status if they become 90 days or more past due, unless they are in the process of collection. When a loan is
placed on non-accrual status, all interest which is accrued on the loan is reversed and deducted from earnings as a reduction
of reported interest. No additional interest is accrued on the loan balance until collection of both principal and interest
becomes reasonably certain. When a problem loan is finally resolved, there ultimately may be an actual write down or
charge-off of the principal balance of the loan which would necessitate additional charges to the allowance for loan losses.
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Allocation of Allowance for Loan Losses

The following table shows an allocation of the allowance for loan losses for each of the five years indicated.

Drecember 31,
2007 2006 2005 2004 2003
Percent Percent Percent Percent Percent
of Loans of Loans of Loans of Loans of Loans
in Each in Each in Each in Each in Each
Category Category Category Category Category
Allocation 1o Total  Allocation to Total  Allocation to Total  Allocation to Total  Allocation  to Total
Allowance Loans Allowance Loans Allowance Loans Allowance Loans Allowance Loans
(In Thousands of Dollars, Except Percentages}
Commercial,
Financial and
Agricultural ... $ 558 9% $ 376 8% § 399 8% § 385 8% § 832 9%
Real Estate . ... .. 5,688 72 4,468 68 4,175 68 3,305 67 3,083 67
Installment ... 2289 19 2820 24 3120 24 3371 25 1901 24
Toral ...... $8535  100% $7.664  100% §7.694  100% $7.061  100% $6,842  100%

In establishing the allowance for loan losses, management created the following risk groups for evaluating the loan

portfolio:

* Large classified loans and impaired loans are evaluated individually with specific reserves allocated based on
management’s review, consistent with FAS 114. As a result of the loan irregularities at ALC, management identified

a group of smaller-balance consumer loans which were evaluated for impairment under FAS 114.

* The allowance for large pools of smaller-balance, homogeneous loans is based on such factors as changes in the
nature and volume of the portfolio, overall portfolio quality, adequacy of the underlying collateral value, loan
concentrations, historical charge-off trends, and economic conditions that may affect the borrowers’ ability to pay,

consistent with FAS 5.

Net charge-offs as shown in the “Summary of Loan Loss Experience” table below indicate the trend for the last five years.
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Summary of Loan Loss Experience

This rable summarizes the Bank's loan loss experience for each of the five years indicated.

December 31,
2007 2006 2005 2004 2003
(In Thousands of Dollars)
Balance of Allowance for Loan Loss at Beginning of Period .......... $ 7,664 57694 $ 7061 %6842 % 6,623
Charge-Ofis:
Commercial, Financial, and Agriculeural . ... ... ..., (483)  (473)  (238) (317y  (959)
Real Estate-Mortgage . ..., ..o i (5,414) (241) (183) (690) (198)
Imstallment . .o cv e e (15,715) (4,001} (3,559) (3,243} (2,935}
Credit Cards . . ..o e (22) (21} {35) (29) (27)
(21,634) (4,736) (4,015) (4,279) (4,119)
Recoveries:
Commercial, Financial, and Agricultural .. ....... ... L 29 78 25 28 47
Real Estate-Mortgage ... ... .. . ... ... .. ol 159 78 74 59 131
Installment . ..o oo e 1,163 811 673 6717 647
Credit Cards . . ..o e 2 13 23 10 8
1,353 980 795 774 833
NetCharge-Offs ... .o i e (20,281) (3,756) (3,220) {(3,505) (3,286}
Provisionfor Loan Losses . ....... . ot 21,152 3,726 3,853 3,724 3,505
Balance of Allowance for Loan Loss at End of Period . .............. $ 8,535 $7664 $7694 § 7,061 3% 6,842
Ratio of Net Charge-Offs During Period to Average Loans
Outstanding ... ... e 453% 085% 0.77% 090% 0.90%

Investment Securities Available-for-Sale and Derivative Instruments

Investment securities, which are classified as available-for-sale, include, as of December 31, 2007, U.S. Treasury secu-
rities of $120,140, obligations of U.S. government sponsored agency securities of $5.4 million, morigage-backed securities of
$121.7 million, state, county, and municipal securities of $16.6 million, and other securities of $742,957. The securities
portfolio is carried at fair market value, and increased $24.8 million from December 31, 2006, to December 31, 2007.

Because of their liquidity, credit quality and yield characreristics, the majority of the purchases of taxable securities
have been purchases of agency guaranteed morigage-backed obligations and collateralized mortgage obligations (“CMOs").
The mortgage-backed obligations in which the Bank invests represent an undivided interest in a pool of residential mort-
gages or may be collateralized by a pool of residential mortgages (“mortgage-backed securities™).

Mortgage-backed securities and CMQOs present some degree of additional risk in that mortgages collateralizing these
securities can be refinanced, thereby affecting the future yield and market value of the portfolio. Management expects the
annual repayment of the underlying mortgages to vaty as a result of monthly repayment of principal andfor interest required
under terms of the underlying promissory notes. Further, the actual rate of repayment is subject to changes depending upon
the terms of the underlying mortgages, the relative level of mortgage interest rates, and the structure of the securities. When
relative interest rates decline to levels below that of the underlying mortgages, acceleration of principal repayment is
expected as some borrowers on the undetlying mortgages refinance to lower rates. When the underlying rates on mortgage
loans are comparable to, or in excess of, market rates, repayment more closely conforms to scheduled amortization in
accordance with terms of the promissory note with additional repayment as a result of sales of homes collateralizing the
mortgage loans constituting the security. Although maturities of the underlying mortgage loans may range up to 30 years,
scheduled principal and normal prepayments substantially shorten the average maturities.

Interest rate risk contained in the overall securities portfolio is formally monitared on a monthly basis. Management
assesses each month how risk levels in the investment portfolio affect overall company-wide interest rate risk. Expected
changes in forecasted yield, eamings, and market value of the bond portfolio are generally artribucable to fluctuations in
interest rates, as well as volatility caused by general uncertainty over the economy, inflation, and future interest rate trends.
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The composition of the Bank’s investment portfolio reflects the Bank’s investment strategy of maximizing portfolio
yields commensurate wich risk and liquidity considerations. The primary objectives of the Bank’s investment strategy are to
maintain an appropriate level of liquidity and provide a tool to assist in controlling the Bank's interest rate position while at
the same time producing adequate levels of interest income. As of December 31, 2007, the investment portfolio had an
estimated average marturity of 3.4 years.

Fair market values of securities can vary significantly as interest rates change. The gross unrealized gains and losses in
the securities portfolio are not expected to have a material impact on liquidity or other funding needs. There were net unre-
alized gains, net of tax, of $867,500 in the securities portfolio on December 31, 2007, versus $410,000 net unrealized losses,
net of tax at year-end 2006.

The Bank has used certain derivative products for hedging purposes. These include interest rate swaps and caps. The
use and detail regarding these products are fully discussed in the section entitled “Liquidity and Interest Rate Sensitivity
Management” and in Note 2, “Summary of Significant Accounting Policies,” in the “Notes to Consolidated Financial
Statements” included in this Annual Report. The Bank adopted the provisions of Statement of Financial Accounting Stan-
dards No. 133, as amended (“FASB 133"), effective January 1, 20J1, as required by the Financial Accounting Standards
Board. On that date, the Bank reassessed and designated derivative instruments used for risk management as fair-value
hedges, cash-flow hedges and derivatives not qualifying for hedge accounting treatment, as appropriate.

Investment Securities Available-for-Sale

The following table sets forth the amortized costs of investment securities, as well as their fair value and related unreal-
ized gains or losses on the dates indicared.
December 31,
2007 2006 2005
(In Thousands of Dollars)

Investment Securities Available-for-Sale:

U.S. Treasury and Government Sponsored Agency Securities . ................. $ 5452 % 5968 % 120
Obligations of States, Counties, and Political Subdivisions ... .. ... ... ... ... 16,273 16,451 17,006
Mortgage-Backed Securities ... ... oo e 120,818 97,295 94,001
Other SECUIEIES .+ v v ettt et et et e e e e e e 600 705 705
Total Book Value - . ..ot e e e 143,143 120,419 111,832
Ner Unrealized Gains {LOSSES) © o vt e et et e e e e e 1,388 (656}  (1,067)
Total Market Value . - . ..ot e $144,531 $119,763 $110,765

Investment Securities Available-for-Sale Maturity Schedule

Stated Maturity as of December 31, 2007

After One After Five
Within But Within But Within After
One Year Five Years Ten Years Ten Years

Amount Yield Amount Yield Amount Yield Amount Yield

(In Thousands of Dollars, Except Yields)

Investment Securities Available-for-Sale:
U.S. Treasury and Government Sponsored Agency

SECUTITIES « o v v v e et et e et s $3.603 5.11%$ 0.00 0.00%% 000 0.00%% 1,899 8.19%
State, County, and Municipal Obligations ........... 195 653 4912 567 - 6477 6.16 4975 1.71
Mortgage-Backed Securities ...................... 1,424 @ 4,500 Sj 30,488 4.80 85,315 ﬁ

Total ..o s $5,222 3.77%$9.412  5.42% $36,965 ﬁ%$ 92,189 5.53%
Total Securities With Stated Maturity . ... ..o et e $143,788 5.33%
EQUILY SECURITIES + - - -« o v vttt e et et e ettt et e e et e e e e 743 4.90

I R A $144.531 5.33%

Available-for-sale securities are stated at market value and tax equivalent marker yields.
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Condensed Portfolio Maturity Schedule

Portfolio
Maturity Summary as of December 31, 2007 Dollar Amount Percentage
(In Thousands of Dollars}
Marmringin3monthsorless ... i $ 100 0.07%
Maruring in greater than 3 monthsto lyear ..., 5,122 3.56
| Marturing in greater than Lto3years ... ... ..o il 3,390 2.36
| Maturing ingreater than 3to Syears .. ... o i e 6,021 4.19
Maturing in greater than 5to 15 vears .. ... .o o i oo 68,089 47.35
Maturing inover 5 years . . . ... e 61,066 42.47
Total e $143,788 100.00%

The following marketable equity securities have been excluded from the above maturity summary due to no stared
maturity date.

Preferred STOCK . oo oottt e $468
Mutual Funds . ..o o e 10
Other Marketable Equity Securities . .. ...t e 265

Condensed Portfolio Repricing Schedule

Portfolio
Repricing Summary as of December 31, 2007 Dollar Amount Percentage
{In Thousands of Dollars}

Repricing in 30 daysorless ... ... ... o i $ 4,054 2.82%
Repricingin3l daysto Lyear ... ... o i 5,518 3.84
Repricing in greater than 1 to 3 years ............. ... ... ... 0.t 14,368 9.99
Repricing ingreaterthan 3 to Syears .............. ... ... . o 5,892 4.10
Repricing in greater than 5t 15years ... ..o 71,522 53.91
Repricing in over 15 years ... ...ttt 36,434 25.34

TOtal .« e $143,788 100.00%
Repricing in 30 days or less does not include:

Mutual FURDS .« oot e e e e e e e s % 10
Repricing in 31 days to 1 year does not include:

Preferred StOCK « . o ot e 468

Other Marketable Equity Securities ... ... oo i 265

The tables above reflect all securities at market value on December 31, 2007.

Security Gains and Losses

Non-interest income from securities transacrions was a loss for years ended December 31, 2007, 2006, and 2005, Trans-
actions affecting the Bank’s investment portfolio are directed by the Bank’s asset and liability management activities and
strategies. Although short-term losses may occur from time to time, the “pruning” of the portfolio is designed to maintain
the strength of the investment portfolio.

The table below shows the associated net losses for the periods 2007, 2006, and 2005.

2007 2006 2005
INVESTIMENE SECUIIEIES .« o vt et ettt e e e e e e et et e et e e e e $(107,156) $(268) $(37,232)

Volumes of sales, as well as other information regarding investment securities is discussed further in Note 3,
“Investment Securities,” in the “Nores to Consolidared Financial Statements” included in this Annual Report.
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Deposits

Core deposits, which exclude time deposits of $100,00C or more, provide for a relatively stable funding source that
supports earning assets. The Company's core deposits totaled $366.3 million, or 76.5%, of total deposits at December 31,
2007, and rotaled $340.9 million, or 75.7%, of total deposits at Decemnber 31, 2006.

Deposits, in particular core deposits, have historically been the Company's primary source of funding and have enabled
the Company to successfully meet both short-term and long-term liquidity needs. Management anticipates that such depos-
its will continue to be the Company's primary source of funding in the future, although economic and competitive factors
could affect this funding source. The Company’s loan-to-deposit ratio was 89.3% at December 31, 2007, and 98.1% ar the
end of 2006.

Time deposits in excess of $100,000 grew 2.8% to $112.2 million as of December 31, 2007. Included in these large
deposits are $20.9 million in brokered certificates of deposits at year-end 2007, compared with $24.8 million at year-end
2006. Management has used brokered deposits as a funding source when rates and terms are more attractive than other
funding sources.

The sensitivity of the Bank's deposit rates to changes in market interest rates is reflected in its average interest rate paid
on interest-bearing deposits. During 2007, market interest rates ircreased, attributable to the movement toward higher
yielding time deposits.

Management, as part of an overall program to emphasize the growth of transaction accounts, continues to promote
online banking and an online bill paying program, as well as enhancing the telephone-banking product through the use of
the employee incentive plan to reward personnel. In addition, continued effort is being placed on deposit promotions,
direct-mail campaigns and cross-selling efforts.

Average Daily Amount of Deposits and Rates

The average daily amount of deposits and rates paid on such deposits are summarized for the periods in the following table.

December 31,
2007 2006 2005
Amount Rate Amount Rate Amount Rate
(In Thousands of Dollars, F::Kpt Percentages) -
Non-Interest Bearing Demand Deposit Accounts . . .............. $ 64,472 $ 66,191 $ 62,237

Interest-Bearing Demand Deposit Accounts . ... ... ... 75,873 0.83% 78396 0.82% 80,295 0.79%

Savings DEPOsits . . . .. vve et 47,721 1.06 52,487 0.95 57,246 094

Time Deposits . ..o oo e 291,873 492 246,199 4.29 117,888 3.21
Total ..o e $479,939 3.23%$443,273 2.64% $417,666 1.95%

Maturities of time certificates of deposit and other rime deposits of $100,000 or more outstanding at December 31,
2007, are summarized as follows:

Time Other
Certificates of Time
Maturities Deposit Deposits Total

IMonths orLess -« oot et e $ 25,840,878 $6,817,000 $ 32,657,878
Over3Through6 Months . ... 25,461,768 0 25,461,768
Over6 Through 12 Months . ... o 25,854,378 0 25,854,378
Over12Months . ... o e e 28,254,047 0 28,254,047
Total ..o e $105,411,071 $6,817,000 $112,228,071
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Other Borrowings

Other interest-bearing liabilities consist of federal funds purchased, securities sold under agreements to repurchase,
treasury, tax and loan deposits, and Federal Home Loan Bank (“FHLB") advances. This category continues to be utilized as
an alternative source of funds. During 2007, the average other interest-bearing liabilities represented 16.5% of the average
total interest-bearing liabilities compared to 18.7% in 2006 and 20.6% in 2005. The advances from the FHLB are an alter-
native to funding sources with similar maturities such as certificates of deposit. These advances generally offer more attrac-
tive rates when compared to other mid-term financing options. Average federal funds purchased decreased from $953,000 in
2006 to $14,000 in 2007. Average treasury, tax, and loan deposits increased from $629,000 in 2006 to $727,000 in 2007.
Securities sold under agreements to repurchase averaged $17,903 in 2006, and $230,000 in 2007. For additional information
and discussion of these borrowings, refer to Notes 9 and 10, “Short-Term Borrowings” and “Long-Term Debt,” respectively,
in the “Notes to Consolidated Financial Statements” included in this Annual Report.

The following table shows information for the last three years regarding the Bank’s short- and long-term borrowings
consisting of treasury, tax, and loan deposits, federal funds purchases, securities sold under agreements to repurchase, and
other borrowings from the FHLB.

Short-Term Long-Term
Borrowings Borrowings
Maturity Less Maturity One
Than One Year  Year or Greater

{In Thousands of Dollars, Except

Percentages}
Year Ended December 31:
2007 e e e $11,212 $77,518
2006 e e 1,757 87,553
00D 1,248 89,588
Weighted Average Interest Rate at Year-End:
2007 4.39% 4.55%
2000 e e e e e e 5.04 5.34
2005 e e e 3.96 4.50
Maximum Amount Qutstanding at Any Month’s End
2007 e $11,551 $87,544
L 11,443 89,579
2005 1,719 89,621
Average Amount Quistanding During the Year:
2007 e e $ 4,040 $77,148
2006 e 2,815 84,010
2005 e e e 1,244 89,602
Weighted Average Interest Rate During the Year:
200 5.10% 4.86%
2006 . 5.15 4.93
2005 3.60 4.01

Shareholders’ Equity

United Security has always placed great emphasis on maintaining its strong capital base, At December 31, 2007, share-
holders’ equity totaled $79.6 million, or 12.1% of total assets, compared to 14.2% and 14.1% for year-end 2006 and 2005,
respectively. This level of equity indicates to United Security’s shareholders, customers and regulators that United Security
is financially sound and offers the ability to sustain an appropriate degree of leverage to provide a desirable level of profit-
abilicy and growth.

Over the last three years, shareholders” equity declined from $81.9 million at the beginning of 2003 to $79.6 million ac
the end of 2007. This reduction is the result of several factors. First, internally retained earnings were dramatically impaired
by the losses sustained by ALC due to loan irregularities. Despite the reduction in retained earnings, the Company con-
tinued its dividend program in 2007. Addirionally, the stock repurchase plan conrtinued throughout 2007. Shareholder’s
equity also was impacted by the net change in unrealized gain (loss) on securities available-for-sale and derivatives, net of
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tax, which decreased shareholder’s equity by $1.3 million in 2005, but increased shareholder’s equity by $109,817 and $1.2
million in 2006 and 2007, respectively.

In connection with the United Security Bancshares, Inc. Non-Employee Directors’ Deferred Compensation Plan, 2,608
shares were purchased in 2007 and 2,450 shares were purchased in 2006. The plan permits non-employee directors to invest
their direcrors’ fees and to receive the adjusted value of the deferred amounts in cash andfor shares of United Security
common stock. For more information related to this plan see Note 13, “Long-Term Incentive Compensation Plan,” in the
“Notes to Consolidated Financial Statements” included in this Annual Report.

United Security initiated a share repurchase program in 2001 in which it authorized the Company to repurchase up to
1,429,204 shares of common stock {as adjusted for the two-for-one stock splic that was effective June 30, 2003); however, no
shares were repurchased under the program in 2003, 2004, or 2005. In January 2006, the Board of Directors terminated the
repurchase program {which would have expired on June 30, 2006) and approved a new repurchase program, under which
the Company was authorized to repurchase up to 642,785 shares of common stock before December 31, 2007. In December
2007 rthe Board of Directors extended the expiration date of the existing share repurchase program to December 31, 2008.
During 2007, 219,052 shares were repurchased under this program for $5.7 million, while 118,547 shares were purchased in
2006 for $3.3 million.

Total cash dividends declared were $7.3 million, or $1.19, per share in 2007, compared to $1.07 per share in 2006 and
$0.95 per share in 2005. The continuation of the strong dividend program in 2007, despite the losses at ALC, demonstrates
the continued confidence the Board of Directors has in the Company. Calendar year 2007 is the nineteenth consecutive
year thar Unired Security has increased cash dividends.

United Security is required to comply wirh capiral adequacy standards established by the Federal Reserve and the
Federal Deposit Insurance Corporation. Currently, there are two hasic measures of capital adequacy: a risk-based measure
and a leverage measure. The risk-based capital standards are designed to make regulatory capital requirements more sensitive
to differences in risk profile among banks and bank holding companies, to account for off-balance sheet exposure, and to
minimize disincentives for holding liquid assets. Assets and off-balance sheet items are assigned to risk categories, each with
a specified risk weight factor. The resulting capital ratios represent capital as a percentage of total risk-weighted assets and
off-balance sheet items. The banking regulatory agencies also have adopted regulations which supplement the risk-based
guidelines to include a minimum leverage ratio of 3% of Tier 1 Capital (as defined below) to total assets less goodwill (the
“leverage ratio”). Depending upon the risk profile of the institution and other factors, the regulatory agencies may require a
leverage ratio of 1% or 2% higher than the minimum 3% level.

The minimum standard for the ratio of total capital to risk-weighted assets is 8%. At least 50% of that capital level
must consist of common equity, undivided profits, and non-cumulative perpetual preferred stock, less goodwill and cerrain
other intangibles (“Tier 1 Capital”). The remainder (“Tier 1I Capital™) may consist of a limited amount of other preferred
stock, mandatory convertible securities, subordinated debr, and a limited amount of the allowance for loan losses. The sum
of Tier 1 Capiral and Tier I1 Capital is “total risk-based capital.”

Risk-Based Capital Requirements

Minimum United Security’s
Regulatory Ratio at
Requirements December 31, 2007
Total Capital to Risk-Adjusted Assets ... ... .. 8.00% 17.67%
Tier I Capital to Risk-Adjusted Assets ... ..o i 4.00% 16.40%
TierlLeverage Ratio ... ... ... 3.00% 11.43%

In addition to meeting the minimum regulatory ratios, the regulatory ratios of the Bank exceeded the ratios required for
well-capitalized banks as defined by federal banking regulators. To ke categorized as well-capitalized, the Bank must main-
tain Total Qualifying Capital, Tier [ Capital and leverage ratios of at least 8%, 4%, and 3%, respectively.
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Ratio Analysis

The following rable presents operating and equity performance ratios for each of the last three years.

Year Ended December 31,

2007 2006 2005
REEUIN ON AVETAZE ASSEES & v v oo v v v vttt vt e e e e e e e e e e e e e e 0.05% 2.24% 225%
Return on Average Equity . ... .. . 0.41% 16.05% 16.04%
Cash Dividend Payout Ratio ... .. .cciiii i e 2,104.78% 47.89% 44.75%
Average Equity to Average Assets Ratio ... ... ... i e 12.96% 13.97% 14.01%

Liquidity and Interest Rate Sensitivity Management

The primary functions of asser and liability management are to (1} assure adequate liquidity, (2) maintain an appro-
priate balance between interest-sensitive assets and interest-sensitive liabilities, (3) maximize the profit of the Bank and
(4) reduce risks to the Bank’s capital. Liquidity management involves the ability to meet day-to-day cash flow requirements
of the Bank’s customers, whether they are depositors wishing to withdraw funds or borrowers requiring funds to meet their
credit needs. Without proper liquidity management, the Bank would nor be able to perform the primary function of a finan-
cial intermediary and would, therefore, not be able to meet the needs of the communities it serves. Interest rate risk
management focuses on the maturity structure of assets and liabilities and their repricing characteristics during changes in
market interest rates. Effective interest rate sensitivity management ensures that both assets and liabilities respond to
changes in interest rates within an acceptable time frame, thereby minimizing the effect of such interest rate movements on
the net interest margin.

The asset portion of the balance sheet provides liquidity primarily from two sources. These are principal payments,
maturities, and sales relating to loans and maturities and principal payments from the investment portfolio. Other short-
term investments such as federal funds sold are additional sources of liquidity. Loans maturing or repricing in one year or less
amounted to $204.8 million at December 31, 2007.

Investment securities that are forecast to mature or reprice over the next twelve months total $9.6 million, or 6.7% of
the investment portfolio as of December 31, 2007. For comparison, principal payments on investment securities totaled
$31.0 million in 2007.

Although the majority of the securities portfolio has legal final marturities longer than 10 years, the entire portfolio
consists of securities that are readily marketable and easily convertible into cash. As of December 31, 2007, the bond portfo-
lio had an expected average maturity of 3.4 years, and only approximately 75.1% of the $144.8 million in bonds were
expected to be repaid within 5 years. However, management does not rely solely upon the investment portfolio to generate
cash flows ro fund loans, capital expenditures, dividends, debt repayment, and other cash requirements. Instead, these activ-
ities are funded by cash flows from operating activities and increases in deposits and short-term borrowings.

The liability portion of the balance sheer provides liquidity through interest-bearing and non-interest-bearing deposit
accounts. Federal funds purchased, FHLB advances, securities sold under agreements to repurchase, and short-term and
long-term borrowings are additional sources of liquidity. Liquidity management involves the continual monitoring of the
sources and uses of funds to maintain an acceptable cash position. Long-term liquidity management focuses on consid-
erations related to the total balance sheet structure.

The Bank, at December 31, 2007, had long-term debt and short-term borrowings that, on average, represented 12.3%
of total liabilities and equity, compared to 13.7% at year-end 2006.

The Bank currently has up to $110.1 million in additional borrowing capacity from the FHLB and $25.0 million in
established federal funds lines.

Interest rate sensitivity is a function of the repricing characteristics of the portfolio of assets and liabilities. These repric-
ing characteristics are the time frames during which the interest-bearing assets and liabilities are subject to changes in inter-
est rates, either at replacement or maturity, during the life of the instruments. Sensitivity is measured as the difference
between the volume of assets and the volume of liabilities in the current portfolio that are subject to repricing in future time
periods. These differences are known as interest sensitivity gaps and are usually calculated for segments of time and on a
cumulative basis.
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Measuring Interest Rate Sensitivity: Gap analysis is a technique used to measure interest rate sensitivity at a particular
point in time, an example of which is presented below. Assets and liabilities are placed in gap intervals based on their
repricing dates. Assets and liabilities for which no specific repricing dates exist are placed in gap intervals based on
management’s judgment concerning their most likely repricing behaviors. [nterest rate derivatives used in interest rate
sensitivity management also are included in the applicable gap intervals.

A net gap for each time period is calculated by subtracting the liabilities repricing in that interval from the assets repric-
ing. A positive gap — more assets repricing than liabilities — will benefit net interest income if rates are rising and will
detract from net interest income in a falling rate environment. Conversely, a negative gap — more liabilities repricing than
assets — will benefit ner interest income in a declining interest rate environment and will detract from net interest income
in a rising interest rate environment.

Gap analysis is the simplest representation of the Bank's interest rate sensitivity. However, it cannot reveal the impact
of factors such as administered rates, pricing strategies on consumer and business deposits, changes in balance sheet mix, or
the effect of various options embedded in balance sheet instruments.

The accompanying table shows the Bank’s interest rate sensitive posirion at December 31, 2007, as measured by gap
analysis. Over the next 12 months approximately $98.1 million more interest-bearing liabilities than interest-earning assets
can be repriced to current market rates at least once. This analysis indicated that the Bank has a negative gap within the
next 12-month range.

Maturity and Repricing Report

December 31, 2007
{In Thousands of Dollars, Except Percentages)

Total 1
0.3 4-12 Year or 1.5 Qver 5 Non-Rate
Months Months Less Years Years Sensitive Total
Earning Assets:
Loans {Net of Unearned Income) ....... $128,182 % 76,625 | $204,807 $ 137370 $ 93,946 § 0 $436,123
Investment Securities .........«....... 4,064 6,251 10,315 20,260 113,956 ¢ 144,531
Federal Home Loan Bank Stock ......... 5,096 0 5,096 0 0 0 5,096
interest-Bearing Deposits in Other
Banks ..o oo 7,427 0 1,421 0 0 0 1.427
Total Eamning Assets .................. $144,769 $ 82,876 | $227,645 $ 157,630 $207902 $ 0 $593.177
Percent of Total Earning Assets . ..., .. 24.4% 14.0% 38.4% 26.6% 35.0% 0.0%  100.0%
Interest-Bearing Liakilities:
Interest-Bearing Deposits and Liabilities
Demand Deposits . ...........coonin. $ 16,186 § 0 |$ 16,186 $ 64,742 $ 0 3 0 % 80,928
Savings Deposits .. ... 9,339 4] 9,339 37,357 0 0 46,696
Time Deposits ..........coovvvnnan.. 71,996 147,988 219,984 70,557 0 0 290,541
Borrowings . .. ......... i 41,721 37,009 78,7130 10,000 0 0 88,730
Non-Interest-Bearing Liabilities:
Demand Deposits .................... 1,510 0 1,510 0 0 58,879 60,389
Total Funding Sources ................ $140,752  § 184,997 | $325,749 $ 182,656 % 0 538879 $567,284
Percent of Total Funding Sources . ... .. 24.8% 32.6% 57.4% 32.2% 0.0% 10.4% 100.0%
Interest-Sensitivity Gap {Balance Sheet) ... .. $ 4017 $(102,121) | $(98,104) $ (25,026) $207,902 ${58,87%) $ 25,893
Derivative Instruments ... ... ... iin.. b 0 % 0 |% 0 $ 0 3% o % 0 % 0
[nterest-Sensitivity Gap .......... ..ot $ 4,017 $(102,121) | $(98,104) $ (25,026) $207,902 3$(58.879) $ 25,893
Cumulative Interest-Sensitivity Gap ......... $ 4017 $ (98,104) N/A $(123,130) $ 84,772 $ 25893 § 51,876
Over 5
Total 1 Years
0-3 4-12 Year or Non-Rate
Months Months Less 1-5 Years Sensitive Total
Ratio of Earning Assets to Funding Sources and
Derivative Instruments .................. 1.03% 0.45% 0.70% 0.86% 3.53% 1.00%
Cumulative Ratio .......... ... .. ... 1.03% 0.70% N/A 0.76% 1.05% 1.05%
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Assessing Short-Term Interest Rate Risk — Net Interest Margin Simulation

On a monthly basis, the Bank simulates how changes in short- and long-term interest rates will impact future profit-
ability as reflected by changes in the Bank's net interest margin. The tables below depict how, as of December 31, 2007,
pre-tax net interest margins and pre-tax net income are forecast to change over time frames of six months, one year, two
years, and five years under the four listed interest rate scenarios. The interest rate scenarios are immediate and parallel shifts
in short- and long-term interest rates.

Average Change in Net Interest Margin from Level Interest Rate Forecast, (basis points, pre-tax):

6 Months 1 Year 2 Years 5 Years
F1Oh o -3 -5 -5 -2
T2 - -14 -17 -11
O e e -5 -10 -16 221
Y -16 -25 236 43

Change in Net Interest Income from Level Interest Rate Forecast, (dollars, pre-tax):

6 Months 1 Year 2 Years 5 Years
L0 e $ (92,851y 3 (337,190) $ (729,087) § (619,252)
20D $(238,571) $ (954,084) $(2,264,574) $ (3,543,403)
A $(166,605) $ (689,000) $(2,113,925) $ (6,922,721)
20 $(532,011)  $(1,679,064) $(4,799,155) $(14,332,612)

Assessing Long-Term Interest Rate Risk — Market Value of Equity and Estimating Modified
Durations for Assets and Liabilities

On a monthly basis, the Bank calculates how changes in interest rates would impact the market value of its assets and
liabilities, as well as changes in long-term profitability. The process is similar to assessing short-term risk but is measured
over a five-year time petiod which allows for a more comprehensive assessment of longer-term repricing and cash flow
imbalances that may not be captured by short-rerm net interest margin simulation. The results of these calculations are
representative of long-term interest rate risk, both in terms of changes in the present value of the Bank's assets and
liabilides, as well as long-term changes in core profitabilicy.

Market Value of Equity and Estimated Modified Duration of Assets, Liabilities, and Equity Capital

+1% +2% 1% 2%
Asset Modified Duration .. ... .. oo 2.25% 2.27% 2.09% 2.05%
Liability Modified Duration .. .......... ... .............. 2.20% 2.04% 2.95% 2.98%
Modified Duration Mismatch ........ .. ... ... ... ... ... ... 0.05% 0.23% 0.86% -0.93%
Estimated Change in Market Value of Equity (Pre-Tax) ....... $(323,555) §$(3,086,411) $(5,750,799) $(12,381,971)
Change in Market Value of Equity { Equity Capital (Pre-Tax) .. Q35% -3.38% -6.30% -13.57%

Contractual Obligations

The Company has contractual obligations to make future payments on debt and lease agreements. Long-term debt is
reflected on the consolidated statements of financial condition, whereas, operating lease obligations for office space and
equipment are not recorded on the Consolidated Statements of Financial Condition. The Company and its subsidiaries
have not entered into any unconditional purchase obligations or other long-term obligarions other than as included in the
following table. These types of obligations are more fully discussed in Note 10, “Long-Term Debt,” and Note 17, “Operating
Leases,” of the “Notes to Consolidated Financial Statements” included in this Annual Report.
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Many of the Bank's lending relationships, including those with commercial and consumer customers, contain both
funded and unfunded elements. The unfunded component of these commitments is not recorded in the Consolidated
Statements of Financial Condition. These commitments are more fully discussed in Norte 18, “Guarantees, Commitments,
and Contingencies,” of the *Notes to Consolidated Financial Statements” included in this Annual Report.

The following summarizes the Company’s contractual obligatiors as of December 31, 2007.

Payment Due by Pericd

(In Thousands of Dollars)
Less Than One to Three to  More than

Total One Year  Three Years Five Years  Five Years
Time DEPosits - ..o vove it e $290,541 $219,984 $44,411 $26,146 $ O
Long-Term Debt* ... o i 77,518 1,518 50,000 20,000 0
Commitments to Extend Credit .......... . oot 47,275 43,143 0 0 4,132
Operaring Leases .. ......oivtiiiir i 822 368 409 45 0
Standby Letters of Credit .......... ... it 620 520 100 0 Q
Total .o e 55416,776 $271,533  $94,920  $46,191  $4,132

* Long-term debt consists of FHLB advances totaling $77.5 million. $57.0 million are fixed-rate advances, and $20.5 million are
convertible. [nrerest is included and calculated at the current rate for the entire period.

Off-Balance Sheet Obligations

The Company does not have any off-balance sheet arrangements that have or are reasonably likely to have a current or
future effect on its financial condition, changes in financial conditicn, revenues or expenses, results of operations, liquidity,
capital expenditures or capital resources that are considered material, other than “Operating Leases,” included in Note 17,
“Guarantees, Commitments, and Contingencies,” included in Note 18, and “Derivative Financial Instruments,” included in
Note 19 of the “Notes to Consolidated Financial Statements” includ=d in this Annual Report.

Management’s Report on Internal Control Over Financial Reporting

Management is responsible for establishing and maintaining adequate intemal control over financial reporting (as
defined in Rule 13a-15(f) under the Securities Exchange Act of 1934). Bancshares’ internal control over financial reporting
is a process designed to provide reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting principles. Bancshares internal
control over financial reporting includes those policies and procedures that:

(i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of Bancshares;

(it} provide reasonable assurance that transactions are reccrded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of
Bancshares are being made only in accordance with authorizations of management and directors of Bancshares;
and

(iii) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of Bancshares’ assets that could have a material effect on the financial statements.

Management assessed the effectiveness of Bancshares’ internal control over financial reporting as of December 31,
2007. In making this assessment, management used the criteria set forth by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO) in Internal Control-Integrazed Framework. A material weakness is a significant
deficiency (within the meaning of PCAOB Auditing Standard No. 5), or combination of significant deficiencies, that
results in there being more than a remote likelihood that a material misstatement of the annual or interim financial
statements will not be prevented or detected on a timely basis by employees in the normal course of their assigned functions.
In connection with management’s assessment of Bancshares’ internal control over financial reporting described above,
management has identified a material weakness in Bancshares’ internal control over financial reporting relating to the
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system of monitoring the real estate collateral values of certain impaired loans at the Bank’s ALC subsidiary. In cerrain
instances, management had not identified a loss position on a timely basis for impaired loans, based on the current fair
market value of the underlying real estate collateral for such loans.

Because of the material weakness described above, based on its assessment, management believes that, as of
December 31, 2007, Bancshares did not maintain effective internal control over financial reporting based on the criteria
established in Internal Control - Integrated Framework, issued by COSQ.

To remediate the material weakness in Bancshares’ internal control over financial reporting described above,
additional procedures have been implemented to reinforce the requirement that once a loan meets the impairment criteria,
such loan is deemed impaired and the amount of the impairment is based on the current appraisal of the collateral securing
that loan. Management has discussed this corrective action with the Audit Committee of Bancshares and with its auditors,
Mauldin & Jenkins, LLC (“Mauldin & Jenkins”). The Company believes that its consolidated financial statements included
in the Annual Report on Form 10-K fairly present, in all material respects, Bancshares’ financial condition, results of
operations and cash flows as of, and for, the periods presented.

Mauldin & Jenkins, under Auditing Standard No. 5, does not express an opinion on management’s assessment as
required under Auditing Standard No. 2. Under Auditing Standard No. 5, management is responsible for maintaining
effective internal control over financial reporting and for its assessment of the effectiveness of internal control over
financial reporting. Mauldin & Jenkins’ responsibility is to express an opinion on the effectiveness of Bancshares’ internal
control over financial reporting based on their audit.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors
United Security Bancshares, Inc.
Thomasville, Alabama

We have audited United Security Bancshares, Inc.’s internal control over financial reporting as of December 31,
2007, based on criteria established in Internal Control — Integrated Framework issued by the Committee of Sponsoring Orga-
nizations of the Treadway Commission (COS0). United Security Bancshares Inc. and Subsidiaries’ management is respon-
sible for maintaining effective internal control over financial reporting and for its assessment of the effectiveness of internal
control over financial reporting included in Management's Report on Internal Control Over Financial Reporting. Our
responsibility is to express an opinion on the company’s internal control over financial reporting based on our audir.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audir to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material respects. Our audit included obtaining an
understanding of internal control over financial reporting, assessing the risk that a material weakness exists, and testing and
evaluating the design and operating effectiveness of internal control based on the assessed risk. Our audir also included per-
forming such other procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonabie basis for our opinion.

A company's internal control over financial reporting is a process designed to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepred accounting principles. A company’s internal control over financial reporting includes those policies and
procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the trans-
actions and dispositions of the assets of the company; (2} provide reasonable assurance that transactions are recorded as
necessary to permit preparation of financial statements in accordance with generally accepted accounting principles, and
that receipts and expenditures of the company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future pericds are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

A material weakness is a deficiency, or a combination of deficiencies, in internal control over financial reporting, such
that there is a reasonable possibility that a material misstatement of the company’s annual or interim financial statements
will not be prevented or detected on a timely basis. The following material weakness has been identified and included in
management’s assessment: a material weakness in the controls over financial reporting relating to the system of monitoring
the real estate collateral values of certain impaired loans at Acceptance Loan Company, Inc., a subsidiary of United Security
Bancshares, Inc. In certain instances, management has nort idenrified a loss position on a timely basis for impaired loans,
based on the current fair market value of the underlying real estate collareral for such loans. This material weakness was
considered in determining the nature, timing, and extent of audit tests applied in our audit of the 2007 financial statements,
and this report does not affect our report dated March 11, 2008 on those financial statements.

In our opinion, because of the effect of the material weakness d=scribed above on the achievement of the objectives of
the control criteria, United Security Bancshares Inc., has not maintained effective internal control over financial reporting
as of December 31, 2007, based on crireria established in Internal Control — Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSQO).”

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated balance sheets of United Security Bancshares, Inc. and Subsidiaries as of December 31, 2007 and
2006, and the related consolidated statements of income, changes